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CERTIFICATE AS TO PARTIES, RULINGS, AND RELATED CASES 

Pursuant to D.C. Circuit Rule 28(a)(1), Timothy Howard and the Coalition 

for Mortgage Security certify that: 

(A)   Parties and Amici 

In addition to the parties and amici listed in the Appellants’ Opening Brief, 

the following amici may have an interest in the outcome of this case: 

Timothy Howard 

The Coalition for Mortgage Security 

(B)   Rulings under Review 

References to the rulings at issue appear in the Appellants’ Opening Brief. 

(C)  Related Cases 

References to the related cases appear in the Appellants’ Opening Brief. 

 
/s/ Thomas R. McCarthy                   

        
Thomas R. McCarthy 
CONSOVOY MCCARTHY PARK PLLC 
3033 Wilson Boulevard 
Suite 700 
Arlington, VA  22201 
Tel: (703) 243-9423 
Fax: (703) 243-9423 
Email:tom@consovoymccarthy.com 

Counsel for Amici Curiae 
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 -ii-  
 
 

STATEMENT REGARDING CONSENT TO FILE  
AND SEPARATE BRIEFING 

All parties have consented to the filing of this brief.1 Timothy Howard filed 

a notice of intent to participate as amicus curiae on June 30, 2015. The Coalition 

for Mortgage Security elected to join the brief after that date.  

Pursuant to D.C. Circuit Rule 29(d), amici curiae Timothy Howard and the 

Coalition for Mortgage Security (“Amici”) state that they are aware of only one 

other planned amicus brief in support of Appellants, which is to be filed by the 

Independent Community Bankers of America, the Association of Mortgage 

Investors, Mr. William M. Isaac, and Robert H. Hartheimer. Counsel for Amici 

understands that amicus group to be representing the interests of corporate 

stakeholders in Fannie Mae and Freddie Mac and addressing their amicus brief to 

the due process concerns arising from a conservator’s acting in a manner that robs 

shareholders of their equity interests in a company. Amici, on the other hand, focus 

their brief on the facts relating to the government’s placement of Fannie and 

Freddie into conservatorship, framed in the light of Mr. Howard’s experiences and 

perspective as the former Chief Financial Officer of Fannie Mae. Amici believe 
                                         
1  Pursuant to Fed. R. App. P. 29(c), amici curiae state that no counsel for a 
party authored this brief in whole or in part, and no counsel or party made a 
monetary contribution intended to fund the preparation or submission of this brief. 
No person other than amici curiae or their counsel made a monetary contribution 
to its preparation or submission.  
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that separate briefing will thus aid the Court’s consideration of the issues presented 

here. 
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CORPORATE DISCLOSURE STATEMENT 

Pursuant to Fed. R. App. P. 26.1 and Circuit Rules 26.1 and 29(b), amicus 

curiae the Coalition for Mortgage Security hereby submits the following corporate 

disclosure statement: 

The Coalition for Mortgage Security is a nonprofit 501(c)(4) organization. It 

is not a publicly held corporation and no corporation or other publicly held entity 

owns more than 10% of its stock.  

 

 

/s/ Thomas R. McCarthy 
        

Thomas R. McCarthy  
CONSOVOY MCCARTHY PARK PLLC 
3033 Wilson Boulevard 
Suite 700 
Arlington, VA  22201 
Tel: (703) 243-9423 
Fax: (703) 243-9423 
Email:tom@consovoymccarthy.com  

Counsel for Amici Curiae 
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GLOSSARY 
 

The Companies Federal National Mortgage Association (a.k.a. 
“FNMA” or “Fannie” or “Fannie Mae”) and Federal 
Home Loan Mortgage Corporation (a.k.a. 
“FHLMC” or “Freddie” or “Freddie Mac”) 

The Institutional Plaintiffs Appellants Perry Capital LLC, Arrowood Indemnity 
Co., et al., and Fairholme Funds Inc., et al.  

HERA The Housing and Economic Recovery Act of 2008, 
Pub. L. 110-289, 122 Stat. 2654 (2008) 

FHFA Federal Housing Finance Agency 

OFHEO Office of Federal Housing Enterprise Oversight 

The Net Worth Sweep The Third Amendment to the Senior Preferred Stock 
Purchase Agreements between the United States 
Department of the Treasury and the Federal Housing 
Finance Agency, as conservator to The Federal 
National Mortgage Association and the Federal 
Home Loan Mortgage Corporation, dated August 
17, 2012 

PSPA Preferred Stock Purchase Agreement 

Treasury United States Department of the Treasury 
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INTEREST OF AMICI CURIAE 

Timothy Howard was	  Fannie Mae’s Chief Financial Officer from February 

1990 until January 2005. During that time, he was responsible for the company’s 

finance and risk management activities, as well as strategic and business planning 

and financial reporting and accounting. Mr. Howard also had line responsibility for 

Fannie Mae’s largest business—its mortgage portfolio. In 2013, Mr. Howard 

published a book on the financial crisis titled The Mortgage Wars. 

Mr. Howard’s detailed knowledge of Fannie’s operations, risks, and 

accounting—together with his experience at the company in the years during 

which the seeds of the 2008 mortgage crisis were sown—gives him a unique 

perspective on what occurred in the financial markets in general and with Fannie 

specifically in the times leading up to, during, and following the crisis.  Much has 

been written and said about these events that is incorrect, and can be readily 

disproven with facts that are verifiable and incontrovertible but are either not 

widely known, ignored, or misrepresented.  

Mr. Howard’s interest is in ensuring that the Court, when it addresses this 

case, has an accurate understanding of the relevant facts concerning the 

government’s placement of Fannie and Freddie into conservatorship.  

The Coalition for Mortgage Security is a tax-exempt, 501(c)(4) organization 

whose mission is to educate the public on the need for fundamental reform of the 
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American housing finance system. The Coalition is guided by three principles: (1) 

Replace Fannie and Freddie with private companies funded by private capital, 

without any special privileges or a Federal Charter; (2) Protect and ensure the 

continued availability and affordability of the 30-year fixed rate mortgage, which 

is the main engine of the housing market and the primary avenue for sustainable 

homeownership; and (3) The rule of law is the basis for American Capitalism and 

must be acknowledged and respected in order for properly functioning capital 

markets. This is the cornerstone for attracting private capital to any market, 

especially the housing finance market. The rules of the game cannot be changed in 

the middle of an inning.  

The Coalition opposes the government’s effective nationalization of Fannie 

and Freddie and its wiping out of private shareholders in the process. The 

Coalition’s interest in this case is in ensuring that the Court has before it an 

accurate understanding of the facts as it considers the lawfulness of the Net Worth 

Sweep. 
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INTRODUCTION AND SUMMARY OF THE ARGUMENT 

This case concerns the effective nationalization of Fannie Mae and Freddie 

Mac by the Federal Housing Finance Agency (“FHFA”) and the Department of the 

Treasury (“Treasury”). Appellants challenged this agency action under the APA 

and various other causes of action. In dismissing all of Appellants’ claims, the 

district court relied on a factual record that was both incomplete and at the same 

time improperly supplemented by post hoc factual assertions. And the district court 

improperly made factual determinations on a motion to dismiss based on the 

defective record and “without giving Appellants the opportunity to contest the 

completeness of that record or to present [contrary] evidence.” Initial Opening 

Brief for Institutional Plaintiffs (“Institutional Plaintiffs”) at 70.  

Judicial review of agency action under the APA is “ordinarily confined to 

the administrative record.” Texas Rural Legal Aid, Inc. v. Legal Servs. Corp., 940 

F.2d 685, 698 (D.C. Cir. 1991) (quotation omitted); 5 U.S.C. § 706. Accordingly, 

“[a] court should consider neither more nor less than what was before the agency at 

the time it made its decision.” Marcum v. Salazar, 751 F. Supp. 2d 74, 78 (D.D.C. 

2010). Yet the administrative record here was “doubly flawed,” Institutional 

Plaintiffs at 70, as the district court considered both more and less than “what was 

before” Treasury and FHFA at the time they made the decisions at issue. 
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Neither Treasury nor FHFA submitted a complete administrative record to 

the court. Treasury omitted important documents from its administrative record, 

and FHFA did not even submit its administrative record to the court. Id. at 21, 68, 

70. Not only was the record far less than required, but it was also more than 

permissible, as FHFA attempted to shore up the agencies’ factual insufficiencies 

with the post hoc declaration of an agency official. Id. at 72. 

The court below disregarded these record defects, reasoning that Treasury’s 

and FHFA’s rationales for the challenged agency action “do not matter.” (Op. 21-

22.) But disregarding an agency’s rationale is contrary to bedrock administrative 

law. Motor Vehicle Mfrs. Ass’n of U.S., Inc. v. State Farm Mut. Auto. Ins. Co., 463 

U.S. 229, 42-43 (1983). Moreover, by ignoring the “underlying motives or 

opinions” of Treasury and FHFA, (Op. 21-22), the court could not fully evaluate 

whether FHFA was acting within its statutory authority as conservator. 

Institutional Plaintiffs at 73-74. 

The district court compounded its error by relying on facts outside of the 

complaints to resolve factual disputes relating to jurisdiction without ever 

affording Appellants an opportunity to develop and present evidence relevant to 

the jurisdictional inquiry. Id. at 76. This error is especially problematic because the 

“jurisdictional facts alleged are inseparable from facts central to the merits.” Id. 
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Amici agree with Appellants that these errors “warrant reversal and 

remand.” Id. at 70. Amici write separately to highlight several important facts 

relating to FHFA’s and Treasury’s placement of Fannie and Freddie into 

conservatorship, facts that bear on both the jurisdictional and merits questions at 

issue here and that Appellants could have put before the Court had they been 

afforded the opportunity to present evidence. 

As explained more fully below, the placement of Fannie and Freddie into 

conservatorship by FHFA was planned well in advance by Treasury. Unlike the 

rescues of various commercial and investment banks at around the same time, 

Treasury directed FHFA to place Fannie and Freddie into conservatorship not in 

response to any imminent threat of failure, but rather for policy reasons and over 

the objections of Fannie’s and Freddie’s boards.  

Once in conservatorship, the Companies’ managements had no role in 

negotiating the terms on which they would be offered assistance; Treasury and 

FHFA set these terms unilaterally. They included a requirement that any shortfalls 

in the Companies’ book capital be covered with “draws” of senior preferred stock 

that never could be repaid, meaning Fannie and Freddie had to pay a dividend to 

Treasury of 10 percent after-tax in cash, or 12 percent in kind, in perpetuity, on 

their highest amounts of senior preferred stock outstanding at any one time. This 

unprecedented non-repayment feature gave Treasury and FHFA an extremely 
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strong incentive to make accounting choices for the Companies that accelerated or 

exaggerated their expenses and greatly increased their losses, in order to create a 

large and permanent flow of revenue to Treasury.  

Between the time Fannie and Freddie were put into conservatorship and the 

end of 2011, well over $300 billion in non-cash accounting expenses were 

recorded on their income statements. These non-cash expenses, most of which 

were discretionary, eliminated all of the Companies’ capital and forced them, 

together, to take $187 billion from Treasury.  

But because accelerated or exaggerated expenses cause losses that are only 

temporary, Fannie’s and Freddie’s non-cash losses began to reverse themselves in 

2012. Coupled with profits resulting from a rebounding housing market, the 

reversal of these losses enabled both Companies to report in August 2012 

sufficient second quarter income to not only pay their dividends to Treasury but 

also retain a total of $3.9 billion in capital.  

As soon as it became apparent that a large percentage of the non-cash 

accounting losses booked during the previous four years was about to come back 

into income, Treasury and FHFA entered into the Third Amendment to the PSPA.  

The Third Amendment substituted for the fixed dividend payment a requirement 

that all future earnings—including reversals of accounting-related expenses 

incurred earlier—be remitted to Treasury. From the time the Third Amendment 
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took effect through the end of 2014, Fannie and Freddie paid Treasury $170 

billion, $133 billion more than they would have owed absent the Amendment.  

Fannie and Freddie never were in danger of failing because of a lack of 

liquidity, and the mortgages they owned or guaranteed had loss rates one-third as 

high as the mortgages held by banks. Yet Treasury imposed far more onerous 

terms on Fannie and Freddie than on commercial banks that required assistance. 

Treasury’s effective nationalization of Fannie and Freddie was a policy decision, 

and the compensation Treasury granted itself upon taking over Fannie and Freddie 

was grossly disproportionate to the true economic risk it faced, both at the time and 

subsequently.  

ARGUMENT 

I. THE CONSERVATORSHIPS OF FANNIE MAE AND FREDDIE 
MAC WERE PLANNED BY TREASURY WELL IN ADVANCE. 

Treasury officials have stated that the decision to place Fannie and Freddie 

under government control was made after the Housing and Economic Recovery 

Act (HERA) was signed on July 30, 2008, and only shortly before the 

conservatorships were announced. Readily available facts, however, do not support 

that contention.  

In the early 2000s, Treasury and the Federal Reserve undertook a series of 

actions, including a reduction in bank risk-based capital requirements, designed to 

promote the use of private-label securities—securities issued by companies other 
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than Fannie, Freddie, or the Government National Mortgage Association—as an 

alternative to residential mortgage financing by those companies. Private-label 

issuance became the dominant form of mortgage securitization in 2004, but in late 

2007, the private-label market collapsed amidst an explosion of delinquencies and 

defaults. The result was a sharp fall-off in mortgage availability, to which 

Congress responded in February of 2008 by nearly doubling the maximum dollar 

amount of individual mortgages Fannie and Freddie could finance.  That gave the 

Companies access to the largest share of new residential mortgage loans in their 

history. 

Within a month, a senior official at the National Economic Council, Jason 

Thomas, sent a copy of a paper titled “Fannie Mae Insolvency and Its 

Consequences” to Robert Steel, Undersecretary for Domestic Finance at Treasury.2 

This paper had been provided to Barron’s as the basis for a negative article on 

Fannie published on March 8, 2008.3 The paper and the article each opined that 

because of risky loan acquisitions and four accounting treatments the paper 

claimed were questionable—for deferred tax assets, low-income housing tax 

                                         
2  Email from J. Thomas to R. Steel of March 8, 2008, available at FCIC 
Resource Library, fcic.law.stanford.edu/resource/index/page:33/Search.Videos:0/ 
Search.Documents:1/Search.endmonth:02.  
3  Id.; J. Laing, Is Fannie Mae the Next Government Bailout?, Barron’s, (Mar. 
10, 2008), available at http://online.barrons.com/article/ 
SB120493962895621231.html#articleTabs_panel_article%3D1. 
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credits, and the valuation of Fannie’s private-label security holdings and its 

guaranty obligations for mortgage-backed securities—the company was in danger 

of failing and might have to be nationalized.   

In an email message transmitting the paper to Undersecretary Steel, Thomas 

wrote, “Attached is a document used as the sourcing for today’s Barron’s article 

on the potential collapse of Fannie Mae. I send it only to help inform potential 

internal Treasury discussions about the potential costs and benefits of 

nationalization.”4 The wording of this message makes clear that the subject of 

Fannie nationalization had been raised at Treasury at that early date. Moreover, the 

paper’s prescription for Fannie insolvency—writing down many of the company’s 

assets and greatly boosting its loss reserves—was a blueprint for what Treasury 

and FHFA would do six months later.    

Just days after the Barron’s article, and on the eve of the announcement of 

the government-assisted acquisition of Bear Stearns by JP Morgan, Treasury 

Secretary Henry Paulson overrode the objections of OFHEO Director James 

Lockhart5 and allowed Fannie and Freddie to reduce their surplus capital 

percentages without any firm commitment from either company to raise additional 

                                         
4  Id.    
5  Lockhart remained Director of FHFA when FHFA replaced OFHEO in July 
of 2008. 
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capital. Lockhart expressed his disapproval in an e-mail written shortly after this 

agreement, saying, “The idea strikes me as perverse, and I assume it would seem 

perverse to the markets that a regulator would agree to allow a regulatee to 

increase its very high mortgage credit risk leverage (not to mention increasing 

interest rate risk) without any new capital.”6 Paulson’s action was significant on 

two levels. First, it was an unmistakable example of Treasury’s dominance of 

FHFA. Second, allowing Fannie and Freddie to simultaneously reduce their capital 

and increase their risk was so starkly contrary to Treasury’s previous prescriptions 

for the Companies that it strongly suggests Paulson already had begun to think of 

them as instruments of the federal government. (Two years later, he would tell the 

Financial Crisis Inquiry Commission, “[Fannie and Freddie], more than anyone, 

were the engine we needed to get through the problem.”7) 

On July 11, 2008, the New York Times published a front-page article saying, 

“Senior Bush administration officials are considering a plan to have the 

government take over one or both of [Fannie and Freddie] and place them in a 

                                         
6  The Financial Crisis Inquiry Report: Final Report of the National 
Commission on the Causes of the Financial and Economic Crisis in the United 
States 315 (Jan. 2011), available at http://fcic-static.law.stanford.edu/c 
dn_media/fcic-reports/fcic_final_report_full.pdf. 
7  Id. at 311 (emphasis added). 
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conservatorship if their problems worsen.”8  Shares of the Companies plunged, and 

in response, Paulson publicly pledged support for them on July 13, saying, “Fannie 

Mae and Freddie Mac play a central role in our housing finance system and must 

continue to do so in their current form as shareholder-owned companies.”9 Yet he 

had a very different private message for Wall Street insiders. As reported by 

Bloomberg in November of 2011, Paulson met with a select group of hedge fund 

managers at Eton Park Capital Management on July 21, where he told them 

Treasury was considering a plan to put Fannie and Freddie into conservatorship, 

which would effectively wipe out their common and preferred shareholders.10 That 

is precisely what happened six weeks later.  

When HERA was enacted on July 30, 2008, Pub. L. 110-289, 122 Stat. 

2654, it created a new regulator for Fannie and Freddie—FHFA (effectively, 

OFHEO renamed), id. § 1101—and gave it expanded powers to put both 

companies into receivership or conservatorship, id. § 1367. HERA included a 

                                         
8  S. Labaton & S. Weisman, U.S. Weighs Takeover of Two Mortgage Giants, 
N.Y. Times (July 11, 2008), available at http://www.nytimes.com/2008/07/11/ 
business/11fannie.html?pagewanted=print&_r=0. 
9  Henry Paulson, On The Brink: Inside the Race to Stop the Collapse of the 
Global Financial System 149 (New York: Business Plus, 2010) (“On The Brink”). 
10  R. Teitelbaum, How Paulson Gave Hedge Funds Advance Word of Fannie 
Rescue, Bloomberg Business (Nov. 29, 2011), available at http:// 
www.bloomberg.com/news/articles/2011-11-29/how-henry-paulson-gave-hedge-
funds-advance-word-of-2008-fannie-mae-rescue. 
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clause not present in any other regulatory statute: “The members of the board of 

directors of a regulated entity shall not be liable to the shareholders or creditors of 

the regulated entity for acquiescing in or consenting in good faith to the 

appointment of [FHFA] as conservator or receiver for that regulated entity.” Id. § 

1367(a)(6). This clause would come into play within a matter of weeks. When 

Paulson met with the directors of Fannie and Freddie to inform them of his intent 

to take over the Companies, neither met any of the twelve conditions for 

conservatorship spelled out in the newly passed legislation. It is impossible to 

know whether Fannie’s and Freddie’s directors would have balked at Treasury’s 

demand that they allow their companies to be put into conservatorship without 

statutory cause had there not been a provision in HERA exempting them from 

shareholder lawsuits. Yet there can be little doubt that this provision had been 

placed in the statute to make forced conservatorship easier.     

Treasury, however, lacked authority to put the Companies into 

conservatorship; only the new regulator, FHFA, could do that. And as late as 

August 22, 2008, FHFA had sent both Fannie and Freddie letters saying the 

Companies were safe and sound and exceeded their regulatory capital 

requirements.11 Paulson therefore directed Lockhart to change his agency’s posture 

                                         
11  Letter from C. Dickerson to D. Mudd of Aug. 22, 2008; Letter from C. 
Dickerson to R. Syron of Aug. 22, 2008, available at FCIC Resource Library, 
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on the Companies.12 Not two weeks after certifying the adequacy of the 

Companies’ capital, FHFA did an about-face on September 4, 2008, sending each 

company an extremely harsh mid-year review letter alleging weaknesses and 

making criticisms never before communicated to either.13 Two days later, Paulson, 

Lockhart, and Federal Reserve Chairman Ben Bernanke met with the Companies’ 

CEOs and directors to tell them they had no choice but to agree to 

conservatorship.14 

II. TREASURY’S INTERVENTION WITH FANNIE MAE AND 
FREDDIE MAC WAS NOT A RESCUE.  

Treasury’s actions to place Fannie and Freddie into conservatorship were 

fundamentally different from regulatory interventions in support of other financial 

institutions during the 2008 financial crisis. All of the commercial and investment 

bank rescues (or failures)—as well as that of AIG—occurred in response to sudden 

and uncontrollable liquidity crises, and had similar profiles: market perceptions of 

                                                                                                                                   
fcic.law.stanford.edu/resource/index/page:33/Search.Videos:0/Search.Documents:
1/Search.endmonth:02. 
12  On The Brink, at 165. 
13  Letter from C. Dickerson to D. Mudd of Sept. 4, 2008; Letter from C. 
Dickerson to R. Syron of Sept. 4, 2008, available at FCIC Resource Library, 
fcic.law.stanford.edu/resource/index/page:33/Search.Videos:0/Search.Documents:
1/Search.endmonth:02. 
14  D. Solomon, S. Reddy, & S. Craig, Mounting Woes Left Officials with Little 
Room to Maneuver, Wall St. J. (Sept. 8, 2008), available at 
http://www.wsj.com/articles/SB122083060663308415. 
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a sharp decline in the value of a company’s mortgage-related assets led to rapid 

outflows of consumer deposits, or an inability to roll over maturing short-term 

obligations (in the vernacular, a “run on the bank”). Depressed asset prices made it 

impossible for these lightly capitalized companies to replace lost deposits or 

maturing short-term debt by selling assets without taking losses that would have 

exhausted their capital. The Federal Reserve and Treasury were confronted with 

the need either to take immediate steps to save them—whether through massive 

provisions of liquidity, assisted mergers, asset guarantees, or other measures—or to 

allow them to fail.  

Fannie and Freddie faced no similar threats. In the winter of 2000, both had 

agreed with Treasury, and pledged publicly, to maintain sufficient liquidity to 

enable them to survive at least three months without access to the debt markets.15 

As a consequence of this pledge, unlike all of the other companies rescued by the 

government during the financial crisis, neither Fannie nor Freddie ever experienced 

any imminent risk of insolvency because of difficulty rolling over maturing debt. 

Nor did they need to sell assets at depressed prices to survive. The Companies 

never experienced a market crisis. Moreover, at the time they were forced into 

conservatorship, both exceeded their regulatory capital requirements—Fannie by 

                                         
15  Timothy Howard, The Mortgage Wars: Inside Fannie Mae, Big-Money 
Politics, and the Collapse of the American Dream 114-15 (2014). 
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$9.4 billion, and Freddie by $2.7 billion.16 Their placement into conservatorship 

was not a rescue; it was a policy choice by Treasury, with its timing determined by 

Paulson.  As he said in On The Brink, he wanted to place them into conservatorship 

before Lehman Brothers announced a “dreadful loss” for the second quarter of 

2008.17 

III. THE SENIOR PREFERRED STOCK USED TO ASSIST FANNIE 
MAE AND FREDDIE MAC HAD NO PRECEDENT IN FINANCIAL 
REGULATION. 

On the day Fannie and Freddie were put into conservatorship, Treasury 

entered into Preferred Stock Purchase Agreements (PSPAs) with FHFA, in which 

Treasury committed to purchase a new type of security—senior preferred stock—

from Fannie and Freddie if and when requested (or “drawn”) by them to maintain a 

positive net worth. The stock entitled Treasury to annual dividends of 10 percent if 

paid in cash or 12 percent if paid in kind (i.e., by taking more senior preferred 

stock, thus increasing Treasury’s liquidation preference). In exchange for this 

commitment, Treasury received as a fee $1.0 billion in senior preferred stock from 

each company, together with warrants to purchase 79.9 percent of Fannie and 

                                         
16  News Release, Fannie Mae Reports Second Quarter 2008 Results at 7 (Aug. 
8, 2008), available at http://www.fanniemae.com/resources/file/ir/pdf/quarterly-
annual-results/2008/q22008_release.pdf; News Release, Freddie Mac Releases 
Second Quarter 2008 Financial Results (Aug. 6, 2008), available at 
www.freddiemac.com/news/archives/investors/2008/2q08er.html. 
17  On The Brink, at 164. 

USCA Case #14-5243      Document #1561146            Filed: 07/06/2015      Page 26 of 46



 

16 
 

Freddie common stock at a nominal price. Neither company’s board had any input 

into the terms of the PSPAs, nor did they request or consent to them.    

The PSPAs had one feature unique to Fannie and Freddie: draws of senior 

preferred stock from Treasury were not repayable, meaning that dividends on any 

draws had to be paid in perpetuity. No other regulator in the world, at any time or 

under any set of circumstances, ever had used non-repayable senior preferred stock 

as a vehicle for rescuing an institution in crisis, or for any other purpose.  

The only plausible rationale for the non-repayment restriction was as a 

means of transforming temporary losses at Fannie and Freddie into permanent 

revenues for Treasury. As conservator, FHFA was in a position to adopt 

accounting conventions at the Companies that pulled non-cash expenses forward or 

allowed them to be recorded based on estimates. Book losses created in this 

fashion had to be offset with senior preferred stock, and the non-repayment feature 

ensured that even if the losses were reversed—or turned out to be non-existent—

Treasury still received a perpetual annual dividend equal to 10 percent of the 

highest cumulative loss at each company (or 12 percent if the dividends were paid 

in kind). The mere existence of this unprecedented non-repayment feature in the 

PSPAs was a virtual admission that Treasury and FHFA intended to engineer a 

massive bunching of Fannie’s and Freddie’s expenses as soon as the 

conservatorship was in place—and that is exactly what transpired.  

USCA Case #14-5243      Document #1561146            Filed: 07/06/2015      Page 27 of 46



 

17 
 

IV. THE OVERWHELMING MAJORITY OF FANNIE MAE’S AND 
FREDDIE MAC’S 2008-2011 LOSSES RESULTED FROM NON-
CASH ACCOUNTING ENTRIES BOOKED FOLLOWING THE 
CONSERVATORSHIPS. 

As lenders limited to the residential mortgage business, Fannie and Freddie 

were particularly vulnerable to the home price declines that began in the summer 

of 2006. In the four quarters prior to their conservatorships, Fannie reported 

cumulative losses of $9.7 billion, while Freddie had losses of $4.7 billion. Yet both 

continued to meet their regulatory capital requirements throughout that time, and 

on June 30, 2008, Fannie had $47.0 billion in core capital and Freddie had $37.0 

billion.18 

The Companies were placed into conservatorship on September 6, 2008, and 

immediately afterward their losses spiked. From the third quarter of 2008 through 

the end of 2009, Fannie’s after-tax book losses totaled $126.2 billion. It posted 

further, much smaller, losses of $14.0 billion in 2010 and $16.9 billion in 2011. 

Freddie’s combined losses from the second half of 2008 through 2009 were $70.7 

billion, followed by losses of $14.0 billion and $5.3 billion in 2010 and 2011, 

respectively.19 Together, the Companies’ losses were enough to wipe out all of 

                                         
18  FNMA 10-K (FY2007); FNMA 10-K (FY2008); FHLMC 2007 Annual 
Report (Feb. 28, 2008); FHLMC 10-K (FY2008). 
19  FNMA 10-K (FY2009); FNMA 10-K (FY2011); FHLMC 10-K (FY2009); 
FHLMC 10-K (FY2011). 
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their capital and cause them to require $187 billion in draws from Treasury—$116 

billion for Fannie and $71 billion for Freddie. 

The popular interpretation of the Companies’ post-conservatorship losses is 

that they were a consequence of poor credit decisions made prior to the crisis. An 

analysis of their financial statements, however, tells a completely different story.    

Between 2008 and 2011, Fannie and Freddie suffered a combined $101.4 

billion in credit losses. Yet during that same period, their business revenues—

guaranty fees plus net interest income—still were sufficient to cover both these 

exceptionally high credit losses and $15.5 billion in administrative expenses.20 

How, then, could the Companies not only have burned through $84 billion in core 

capital but also have become obligated to pay $18.7 billion per year in perpetuity 

on $187 billion in senior preferred stock owed to Treasury? The answer: well over 

$300 billion in non-cash charges booked to their income statements after they were 

put in conservatorship and placed into the hands of FHFA.  

As the larger of the two companies, Fannie Mae’s non-cash charges were the 

more significant. By themselves, Fannie’s 2008-2011 operating results and the new 

capital it raised in May 2008 would have produced core capital on December 31, 

2011 of $47.8 billion, a modest increase over the $47.0 billion it held on June 30, 

                                         
20  FNMA 10-K (FY2009); FNMA 10-K (FY2011); FHLMC 10-K (FY2009); 
FHLMC 10-K (FY2011). 
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2008.21 But non-cash expenses in five accounting categories totaling $200 

billion—virtually all made after the company was in conservatorship and FHFA 

was responsible for its decision making—turned this positive result into a yawning 

deficit that required $116 billion in senior preferred stock to fill.22  

The five accounting categories and their associated 2008-2011 expenses 

were as follows:  

Increase in loan loss reserves--$89.8 billion. On December 31, 2007 Fannie 

had a general loss reserve of $3.4 billion.  Four years later, it had five categories of 

loss reserves totaling $93.2 billion.23  

Reserving for credit losses is subjective, and can vary widely among 

comparable institutions. On December 31, 2011, Bank of America was the largest 

bank holder of residential first mortgages, with $262.3 billion, or 18 percent of the 

industry total.24 During the 2008-2011 period, Bank of America’s loss rate on 

residential mortgages was over two and a half times Fannie’s loss rate. Yet at the 

end of 2011, Fannie’s loss reserve as a percentage of the mortgages it owned or 

                                         
21  FNMA 10-K (FY2009); FNMA 10-K (FY2011). 
22  FNMA 10-K (FY2009); FNMA 10-K (FY2011). 
23  FNMA 10-K (FY2007); FNMA 10-K (FY2011). 
24  Bank of America 2011 Annual Report at 77, available at http:// 
media.corporate-ir.net/Media_Files/IROL/71/71595/AR2011.pdf; FDIC Statistics 
on Banking, available at https://www2.fdic.gov/sdi/sob/.  
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guaranteed was half again as large as Bank of America’s.25 Were Fannie to have 

had the same risk-adjusted reserve percentage as Bank of America, its loss reserves 

on December 31, 2011 would have been $25.7 billion—$67.5 billion less than it 

actually held.     

Fannie Mae’s loss reserve increase came almost entirely from two sources: 

outsized additions to its general loss reserve and the liberal use of impairment 

accounting.    

  Under FHFA’s conservatorship, the methods and techniques Fannie used to 

determine the size of its general loss reserve changed radically. The company 

revised its loss exposure evaluation procedure to incorporate shorter historical 

periods for estimating default rates and loss severities, changed its loan 

aggregation schemes, and added a geographical component. Fannie noted in its 

2008 10K that these changes, all of which were discretionary, “had a significant 

adverse impact on our loss reserves.”26 The company also came up with a concept 

called a “loss confirmation period” that permitted it to reserve against many more 

loans, by greatly stretching the restriction that a general loss reserve could only 

                                         
25  FNMA 10-K (FY2009); FNMA 10-K (FY2011); Bank of America 2011 
Annual Report, available at http://media.corporate-ir.net/Media_Files/ 
IROL/71/71595/AR2011.pdf; Bank of America 2009 Annual Report, available at 
http://media.corporate-ir.net/media_files/irol/71/71595/reports/2009_AR.pdf.  
26  FNMA 10-K (FY2008) at 94. 
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include loans for which a liability had been incurred as of the statement date.27  By 

December 31, 2011, Fannie’s general loss reserve had soared from $3.4 billion to 

$26.3 billion.28  

Impairment accounting allowed Fannie to record as immediate expenses not 

only credit losses that otherwise would have been booked over time but also 

estimates of future losses and even the present value of foregone interest payments. 

Fannie used impairments to add $63.2 billion to its loss reserves through the end of 

2011. It put $16.3 billion in a new (and discretionary) reserve for delinquent loans 

purchased from mortgage-backed securities pools, and also put $46.9 billion into 

another new reserve for individual impairments on modifications of non-

performing loans.29 Fannie’s average impairment on modified loans was 27.5 

percent of the loan balance, nearly triple the 10.5 percent average impairment on 

Bank of America’s modified mortgages.30 Further, three quarters of Fannie’s 

individual impairments—$35.1 billion—were on modifications made under a 

controversial Treasury initiative called the Home Affordable Mortgage Program, 

                                         
27  FNMA 10-K (FY2011) at F24. 
28  FNMA 10-K (FY2011). 
29  FNMA 10-K (FY2009); FNMA 10-K (FY2011). 
30  FNMA 10-K (FY2009); FNMA 10-K (FY2011); Bank of America 2011 
Annual Report, available at http://media.corporate-ir.net/Media_Files/ 
IROL/71/71595/AR2011.pdf; Bank of America 2009 Annual Report, available at 
http://media.corporate-ir.net/media_files/irol/71/71595/reports/2009_AR.pdf.  
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which was mandatory for Fannie and Freddie but voluntary for banks and other 

lenders.31  

On December 31, 2014, Fannie still had $41.2 billion in reserves for 

impaired loans.32 Most of this amount was for mortgages that were again 

performing, with those reserves to be released into income over the remaining lives 

of the loans. 

Valuation reserve for deferred tax assets--$64.1 billion. Deferred tax assets 

result from timing differences between when income and expense are shown in a 

company’s financial statements and when they are recognized for tax purposes. 

Creating a reserve for these assets—effectively writing them off—was a key 

component of the insolvency strategy discussed in the “Fannie Mae Insolvency and 

its Consequences” paper circulated within Treasury in March 2008. To justify 

doing so, Treasury and FHFA merely had to conclude that, with the large increases 

in the loss reserve and the other accounting write-downs they intended to incur, 

Fannie would not have enough taxable income to use the full value of its deferred 

tax assets.  They made that determination almost immediately. In its 10K for the 

third quarter of 2008, Fannie stated, “As of September 30, we concluded that it was 

more likely than not that we would not generate sufficient taxable income in the 
                                         
31  FNMA 10-K (FY2009); FNMA 10-K (FY2011).  
32  FNMA 10-K (FY2014). 
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foreseeable future to realize all of our deferred tax assets.”33 It set up a deferred tax 

valuation reserve (a deduction from earnings) of $21.4 billion that quarter, and 

increased the reserve by another $9.4 billion the following quarter.34  

The continued acceleration of expenses engineered by Treasury and FHFA 

over the next three years increased Fannie’s deferred tax assets to $64.5 billion at 

the end of 2011.35 The valuation reserve rose almost as much, to $64.1 billion.36 

Because of the deferred tax valuation reserve, Fannie received no tax benefits on 

any of the non-cash expenses it incurred (or on many of its credit losses), and as a 

consequence the senior preferred stock it was forced to take from Treasury rose by 

an amount equal to the valuation reserve: $64.1 billion. 

Net fair value losses--$20.1 billion. Virtually all of these “mark-to-market” 

losses were on derivatives used to reduce Fannie’s interest rate risk. In April 2008, 

Fannie elected hedge accounting for its mortgage assets, with the stated purpose of 

“reducing the volatility in earnings due to our derivatives mark-to-market 

associated with changes in interest rates.”37 As soon as Fannie was put into 

                                         
33  FNMA 10-K (FY2008) at 95. 
34  FNMA 10-K (FY2008). 
35  FNMA 10-K (FY2011).  
36  FNMA 10-K (FY2011). 
37  FNMA 2008 2Q 10-Q Investor Summary, at 11 (Aug. 8, 2008), available at 
http://www.slideshare.net/finance6/fannie-mae-investor-summary. 
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conservatorship, however, that election was reversed. In its 2008 10K, the 

company said, “[W]e modified our hedge accounting strategy during the third 

quarter of 2008 to discontinue the application of hedge accounting for mortgage 

loans.”38 Interest rate declines during 2008-2011 led to large mark-to-market losses 

on Fannie’s interest rate swaps. Mortgages hedged by those swaps rose in value at 

the same time, but in the absence of hedge accounting the fair value gains on the 

mortgages were not eligible to be taken into income; only the derivatives losses 

were.   

Other-than-temporary impairments on private-label securities--$17.9 

billion. Fannie held $63.6 billion in single-family private-label securities on June 

30, 2008. Through that date the company had taken $722 million in impairments 

on those securities.39 After the conservatorship, it chose to take a further $17.3 

billion in impairments on essentially the same portfolio.40 They included $6.1 

billion for “non-credit” factors, involving price declines due to market illiquidity.41 

Almost by definition, price declines due to illiquidity are temporary, yet Fannie 

still labeled the losses “other-than-temporary,” and took impairments on them.  

                                         
38  FNMA 10-K (FY2008) at 103. 
39  FNMA 10-Q (2008 Q2). 
40  FNMA 10-K (FY2009); FNMA 10-K (FY2011). 
41  FNMA 10-K (FY2009). 
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Losses from partnership agreements--$8.4 billion. These losses stemmed 

from two decisions by Treasury. The first was the same as led to the creation of the 

deferred tax asset valuation reserve: that Fannie would not be profitable for the 

foreseeable future. When Treasury made this determination, Fannie lost the use of 

the tax credits from its partnership agreements but kept their net operating losses. 

The tax credits still had value, since they could be sold to entities that could use 

them, but the PSPA required FHFA to obtain Treasury consent to sell any of 

Fannie’s assets.42 Treasury declined to give it. 

* * * 

The $200.3 billion in non-cash expenses in the above five accounting 

categories transformed a modest gain in Fannie’s 2008-2011 cash business results 

into losses so large the company was forced to take $116.1 billion in draws of 

senior preferred stock from Treasury to avoid a negative net worth. And the $19.8 

billion in after-tax dividends paid on this stock through 2011—the equivalent of 

$30.5 billion pre-tax—brought the company’s combined 2008-2011 pre-tax non-

cash losses and dividends to over $230 billion.  

Had Fannie not been in conservatorship during this time it certainly would 

have posted some increase in its loss reserves, had some fair value losses, and 

                                         
42  Amended & Restated Senior Preferred Stock Purchase Agreement, § 5.4. 
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booked some impairments on the private-label securities it owned. The amounts, 

however, would have been nowhere near those actually recorded. Indeed, a 

privately managed Fannie Mae may well have survived the crisis. Credit losses on 

loans from the bubble years, as bad as they were, did not bring the company down. 

It took an avalanche of non-cash accounting charges—made after Fannie was put 

in conservatorship and came under the control of FHFA and Treasury—to do that. 

V. THE THIRD AMENDMENT TO THE PSPA WAS ADOPTED TO 
PREVENT FANNIE MAE AND FREDDIE MAC FROM 
BENEFITING FROM THE REVERSAL OF DISCRETIONARY 
ACCOUNTING LOSSES TAKEN EARLIER. 

Treasury claims that the Third Amendment to the PSPA was essential to 

prevent Fannie and Freddie from entering “death spirals” of endless borrowing in 

order to continue to make their dividend payments. This claim fails for two 

reasons. First, there never could have been death spirals because the Companies’ 

losses were not economic; they were the result of accounting judgments, which at 

worst only accelerated expenses—resulting in lower levels of expense (and higher 

profits) in the future—and in some cases reversed and came back into income. 

Second, FHFA as conservator of the Companies always had the option of paying 

the Companies’ senior preferred stock dividends in kind rather than cash, avoiding 

the need to borrow.     

Anyone familiar with Fannie’s and Freddie’s financial statements—and  

Treasury certainly fell into that category—would have known that at the end of 
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2011 the Companies were on the verge of reaping the benefits of the accelerated or 

artificially inflated expenses booked since the conservatorship began. For example, 

the $89.8 billion Fannie had added to its loss reserves since 2007 was available to 

absorb future credit losses. In the first half of 2012, Fannie charged all of its $8.9 

billion in credit losses against that reserve, rather than against income.43 Without 

credit losses deducted from income, Fannie’s guaranty fees and net interest income 

were sufficient to return the company to profitability. In the first quarter of 2012, 

Fannie reported a profit of $2.7 billion, its first positive result since the second 

quarter of 2007.44 Then, the $5.1 billion profit it reported for the second quarter of 

2012 was enough to both pay its quarterly senior preferred stock dividend of $2.9 

billion and (with $0.3 billion in positive market-value adjustments to its equity 

account) add $2.5 billion to retained earnings.45   

The second quarter of 2012 marked a clear turning point. Freddie Mac also 

was able to charge credit losses against its loss reserve, and it, too, reported a 

second quarter 2012 profit large enough to pay its senior preferred stock dividend 

and add to its capital. With both companies able to use their ample loss reserves to 

absorb current-period credit losses for at least the next few years, it was a virtual 

                                         
43  FNMA 10-Q (2012 Q2). 
44  FNMA 10-Q (2007 Q2); FNMA 10-Q (2012 Q2). 
45  FNMA 10-Q (2012 Q2). 
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certainty that they would be profitable enough to warrant the release of the 

valuation reserve on their deferred tax assets, adding still further to their profits.   

Treasury, of course, knew all this; it was the entity that had engineered the 

Companies’ accounting losses and excessive loss reserving in the first place, 

following the roadmap from “Fannie Mae Insolvency and its Consequences.” It 

was no coincidence that Treasury and FHFA agreed to the Third Amendment to 

the PSPA less than two weeks after Fannie and Freddie announced their second 

quarter earnings. Under that Amendment, the two companies were required to give 

all of their future profits to Treasury instead of paying a quarterly dividend.46 The 

express purpose of the Third Amendment was to ensure that when the effects of 

Fannie’s and Freddie’s earlier accounting-related write-downs and excessive loss 

reserving were reversed, it would be the government, and not the Companies’ 

shareholders, that benefited.  

From the time the Third Amendment was adopted through the end of 2014, 

Fannie and Freddie paid Treasury $170.2 billion as a result of the Net Worth 

Sweep.47 Had the original dividend payment remained in effect, Treasury would 

have received only $37.6 billion, while the Companies would have retained the 

remaining $132.6 billion.  

                                         
46  T4337, T4345; F4034, F4042 (§ 3).  
47  FNMA 10-K (FY2014); FHLMC 10-K (FY2014).  
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FHFA’s management of Fannie’s and Freddie’s payments to Treasury is 

revealing. When the Companies had no earnings, and could have paid their senior 

preferred stock dividends in kind, FHFA had them make the payments in cash, 

adding to their losses. Then, as soon as the Companies’ accounting losses began to 

reverse themselves and they became profitable again and could afford cash 

dividends, FHFA agreed to the Net Worth Sweep.  FHFA consistently acted not to 

conserve the assets of Fannie and Freddie, but to maximize the revenues of 

Treasury.   

VI. THE COMPENSATION TREASURY GRANTED ITSELF UPON 
TAKING OVER FANNIE MAE AND FREDDIE MAC WAS 
GROSSLY DISPROPORTIONATE TO THE ECONOMIC RISK IT 
FACED. 

In an April 21, 2015 letter to Senator Charles Grassley, Treasury Acting 

Assistant Secretary for Legislative Affairs Randall DeValk wrote, “Treasury and 

the taxpayers took on enormous risk when rescuing the companies. Fannie and 

Freddie exist today only because Treasury provided them with billions of dollars of 

public funds to cover their massive investment losses during the financial crisis.”48  

That statement was demonstrably incorrect. Treasury took virtually no risk 

in rescuing the Companies. As explained above, Fannie and Freddie were able to 

cover what DeValk called their “massive investment losses” with their guaranty 

                                         
48  Letter from R. DeValk to Hon. C. Grassley of April 21, 2015, at 4. 
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fees and the net interest income on their portfolio holdings. What they could not 

cover were the massive temporary accounting losses forced on them by FHFA, and 

converted into permanent income for Treasury through the use of non-repayable 

senior preferred stock. 

There is no mystery about mortgage loan performance during and after the 

financial crisis. Solid data now exist, and they show that, from 2008 through 2014, 

the average loss rate on residential mortgages owned or guaranteed by Fannie and 

Freddie was 0.45 percent per year.49 The loss rate for residential mortgages owned 

by commercial banks during this same period was 1.43 percent per year—more 

than three times as high.50 And while estimates of loss rates on private-label 

mortgage-backed securities vary, all significantly exceed 2.0 percent per year, over 

four times the Fannie and Freddie rate. Fannie and Freddie were, by far and 

without doubt, the most responsible mortgage lenders prior to the crisis.  

This is relevant in assessing Treasury’s compensation for “rescuing” the 

Companies. Compensation must be related to risk, and a comparison with 

Treasury’s risk and compensation in its interventions on behalf of banks 

underscores its extraordinarily disproportionate and punitive treatment of Fannie 

                                         
49  FNMA 10-K (FY2009); FNMA 10-K (FY2011); FNMA 10-K (FY2014); 
FHLMC 10-K (FY2009); FHLMC 10-K (FY2011); FHLMC 10-K (FY2014). 
50  FDIC Statistics on Banking, available at https://www2.fdic.gov/sdi/sob/.    
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and Freddie. Banks assisted by Treasury were suffering life-threatening liquidity 

crises and needed Treasury assistance to survive; Fannie and Freddie faced no such 

threats to their survival and were taken over against their will. Treasury made 

unlimited amounts of repayable loans to the banks it rescued at pre-tax interest 

rates of between 2.5 and 5.0 percent; Fannie and Freddie were required to offset 

book capital shortfalls with non-repayable senior preferred stock from Treasury 

paying an after-tax dividend of 10 percent—or 15.4 percent pre-tax. Bank 

mortgages collateralizing Treasury loans were more than three times as risky as the 

mortgages held by Fannie and Freddie, yet banks could limit the cost of their 

Treasury assistance by repaying their loans; Fannie and Freddie were required to 

pay a 15.4 percent pre-tax dividend in perpetuity, based on the highest dollar 

amount of senior preferred stock outstanding at any one time. 

Charging Fannie and Freddie three to six times what it required banks to pay 

for assistance the banks needed but the Companies did not need, charging that 

amount in perpetuity rather than until repayment, and on loans that were less than 

one-third as risky, was not enough for Treasury. It also took warrants for 79.9 

percent of Fannie’s and Freddie’s common stock for a nominal fee—something it 

did not do with any commercial or investment bank it rescued—and reserved for 

itself the right to charge a further “periodic commitment fee” in the future.    

USCA Case #14-5243      Document #1561146            Filed: 07/06/2015      Page 42 of 46



 

32 
 

The gross overcompensation exacted by Treasury from Fannie and Freddie 

was made possible because Treasury did not negotiate the terms of the Companies’ 

assistance with management, but set those terms in consultation with FHFA, an 

agency it controlled. Treasury did not take “enormous risk” in its dealings with the 

Companies. It took minimal risk, and instead used its commanding regulatory 

position to effectively nationalize Fannie Mae and Freddie Mac at no cost, and 

with great financial and policy benefits to itself.     

CONCLUSION 

For the foregoing reasons, the judgment of the district court should be 

reversed. 
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